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Common Interest Realty Associations
Industry Developments—1993
Industry and Economic Developments
An uncertain economy continues to present difficult times and
challenges to common interest realty associations (CIRAs). CIRAs
generally derive the most significant portion of their revenues from
assessments levied on members or unit owners. Over the past several
years, many of those owners have seen the rate at which their units
had been appreciating decline dramatically. Others have seen the
market values of their units actually decrease. Such market factors,
when combined with other financial concerns, have resulted in great
reluctance on the part of many CIRA owners to accept assessment
increases. Accordingly, CIRAs are finding it increasingly difficult to
assess and collect the funds required to maintain and preserve their
common property.
The effects of financial strains being felt by individuals are not limited
to resistance to special assessments and assessment increases. Increas
ing numbers of unit owners are finding themselves unable to pay their
carrying charges on a timely basis, if at all, resulting in a negative effect
on the cash flow of the CIRA.
Some CIRAs rely on rental income from commercial units to supple
ment cash flow from unit owners. Many of those CIRAs are finding
that the commercial real estate market continues to be sluggish and that
rental income from those units is not meeting their expectations.
Financial difficulties have also resulted in the inability of some unit
owners to meet personal mortgage obligations. That, coupled with
declining market prices for units and decreases in owners' equity
because of overall declines in the real estate market, has resulted in
abandonment of their units by some owners and an increase in fore
closures on units. As a result, an increasing number of units are owned
by financial institutions. In addition, a growing number of sponsors
have been unable to sell all their units, resulting in a greater percentage
of units owned by sponsors, some of which may be economically
unstable themselves. Increased ownership by financial institutions or
sponsors may result in further declines in the market value of units,
leading in some cases to abandonment of the units by the sponsors and
financial institutions and the inability of the CIRA to continue as
a going concern. Such concentrations of ownership may also raise
5

internal control and related-party issues, as discussed on pages 12 and
13. Some lending institutions cease lending to potential buyers when
the number of units owned by a sponsor exceeds a specified level,
making it even more difficult to sell the remaining units.
Some CIRAs, primarily cooperatives, have underlying mortgages
with balloon payments due on maturity. Those CIRAs are finding it
increasingly difficult to obtain refinancing, raising questions about the
CIRAs' ability to continue as going concerns.
Many CIRAs in south Florida and Louisiana suffered extensive
damage as a result of Hurricane Andrew in late summer 1992. Other
CIRAs suffered extensive damage as a result of flooding in the Midwest
in the summer of 1993. CIRAs that were insured have experienced
delays in receiving payments under settlement of insurance claims,
and some have experienced settlements that are significantly less
than the damage suffered. Many of these CIRAs have been faced with
the need to fund major repairs and replacements immediately. In
some instances, the damage caused by these disasters, if not ade
quately covered by insurance, may raise substantial doubt about the
ability of such CIRAs to continue as going concerns. Auditors of such
CIRAs should consider management's plans for funding the necessary
repairs and replacements. AICPA Statement on Auditing Standards
(SAS) No. 59, The Auditor's Consideration of an Entity's Ability to Continue
as a Going Concern (AICPA, Professional Standards, vol. 1, AU sec. 341),
provides guidance to auditors on evaluating whether there is substan
tial doubt about an entity's ability to continue as a going concern.
Auditors also should consider how economic conditions in the areas
in which the CIRAs they audit are located affect the risks inherent in
the audit. Factors to be considered include regional unemployment
rates (both actual and changed from the prior period), bankruptcy
rates, foreclosure rates, and the usual percentage of sponsor-owned
units. Indicators such as these require a general understanding of cur
rent economic conditions and the specific circumstances surrounding
the CIRA being audited. Auditors should carefully consider whether
the indicators create, intensify, or mitigate audit risk.

Regulatory and Legislative Developments
SAS No. 22, Planning and Supervision (AICPA, Professional Standards,
vol. 1, AU sec. 311), requires that, in planning their audits, auditors
consider matters affecting the industry in which an entity operates,
including, among other things, government regulations. Auditors con
sider such regulations in light of their potential impact on the financial
statements being audited. SAS No. 54, Illegal Acts by Clients (AICPA,
Professional Standards, vol. 1, AU sec. 317), distinguishes between two
types of laws and regulations:
6

• Those that have a direct and material effect on the determination of
financial statement amounts
• Those that relate more to an entity's operating aspects than to its
financial and accounting aspects and therefore have only an
indirect effect on the financial statements
Although auditors should design their audits to provide reasonable
assurance of detecting material misstatements of the financial state
ments resulting from illegal acts that have a direct and material effect on
the determination of financial statement amounts, an audit performed
in accordance with generally accepted auditing standards does not
include procedures specifically designed to detect illegal acts that
would have only an indirect effect on the financial statements.
Nonetheless, auditors should be aware of the possibility that such
illegal acts may have occurred.

Federal Laws and Regulations
CIRAs are not specifically regulated by the federal government.
However, some federal laws deal with selling units in real estate devel
opments, including certain CIRAs. Such laws include, for example—
• The Interstate Land Sales Full Disclosure Act, which requires
developers or sponsors to register with the Office of Interstate
Land Sales Registration before commencing interstate sales of
property.
• The Securities Act of 1933, which applies if units are sold with an
emphasis on the economic benefits to the purchaser (such as
when units are offered with mandatory rental pool arrangements,
if, according to the criteria established by the Securities and
Exchange Commission, the sale is considered to be an offering of
a security in the form of an investment contract).
• The Fair Housing Amendments Act of 1988, which prohibits dis
crimination in housing on the basis of disability or familial status,
and applies to virtually all real estate sales and leases, including
condominiums, homeowners' associations, and cooperatives.
Under the law, unlawful discrimination is subject to fines.
• The Condominium and Cooperative Conversion Protection and
Abuse Relief Act, which, among other things, offers unit owners
limited protection from developer abuses that occur during conver
sion of rental units to condominiums or cooperatives and before
the CIRA is transferred to the unit owners. The law provides, for
example, for the termination of long-term contracts or leases with
the developer that were entered into before conversion.
7

• The Americans with Disabilities Act, which gives certain civil pro
tections to individuals with disabilities, and which includes sec
tions on both employment and public accommodations that may
affect CIRAs.

U.S. Department of Housing and Urban Development
Through the Federal Housing Administration, the U.S. Department
of Housing and Urban Development (HUD) regulates the develop
ment and operation of all projects, some of which include CIRAs, for
which it insures mortgages or provides rent subsidies. CIRAs that
receive financial assistance from HUD are required to submit audited
financial statements to HUD annually. The audits of those financial
statements are required to be performed in accordance with generally
accepted auditing standards, Government Auditing Standards, issued by
the Comptroller General of the United States and commonly referred
to as the Yellow Book, and Consolidated Audit Guide for Audits of HUD
Programs, issued by the HUD Office of the Inspector General (OIG).
In July 1993, the HUD OIG issued a revised Consolidated Audit Guide
for Audits of HUD Programs, which is effective for audits of financial
statements for fiscal years ending September 30, 1993, and thereafter.
The revised Guide provides program-specific audit requirements for
entities that—
• Participate in HUD Section 8 Programs.
• Participate in insured and coinsured multifamily projects.
• Receive HUD-held mortgages, direct loans, capital advances, and
other subsidies.
• Have insured development certifications.
• Issue Government National Mortgage Association mortgagebacked securities.
• Are HUD-approved Title II nonsupervised mortgagees and loan
correspondents.
• Are HUD-approved Title I nonsupervised lenders and loan
correspondents.
Significant changes in the revised Guide include the incorporation of
final rules (dated December 9 , 1992) for mortgage approval reform and
direct-endorsement expansion and for implementing Office of
Management and Budget Circular A-133, Audits of Institutions of Higher
Education and Other Nonprofit Institutions. The revised Guide also
deletes the "common" compliance requirements contained in the prior
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guide and provides revised suggested audit procedures for testing
compliance with laws and regulations. Copies of the revised Guide
(stock number 023-000-00805-0) can be obtained by writing to the
Government Printing Office, Superintendent of Documents, Mail
Stop SSOP, Washington, DC 20402-9328. The document can also be
ordered by phone—(202) 783-3238—or fax—(202) 512-2250—and
charged on Visa or MasterCard.

State Laws and Regulations
Primary regulation of CIRAs is generally found at the state or local
level of government. Most state laws and regulations are based on
uniform state laws drafted by the National Conference of Commis
sioners of Uniform State Laws, which include—
• The Uniform Condominium Act.
• The Uniform Planned Community Act.
• The Model Real Estate Cooperative Act.
• The Uniform Common Interest Ownership Act, which applies to
all types of common interest ownership developments.
These uniform state laws were drafted to encourage consistency
among state statutes and also to attempt to address the conflicting
interests of developers and sponsors, buyers, lenders, and others
involved in CIRAs. Most states use the uniform laws as models for the
development of their own statutes, modifying them to meet their
individual needs. All states have enacted statutes to regulate certain
aspects of the operations of CIRAs in their states. Auditors should be
aware of common provisions that require a CIRA to—
• Have its financial statements audited, reviewed, or compiled by
independent accountants, depending on the amount of the CIRAs
annual revenues.
• Disclose certain additional information not required by generally
accepted accounting principles, such as specific categories of
revenues and expenses, along with its financial statements.
• Deliver annual financial statements to all unit owners within a
specified period after the year end.

State and Local Taxation
Significant state and local taxation issues for CIRAs remain
unchanged from last year. Certain tax jurisdictions continue to be more
aggressive in assessing the value of common property owned by
9

CIRAs, particularly cooperative housing corporations, resulting in
increased tax liabilities. Auditors should be aware of this and consider
whether liabilities for taxes are properly recorded and, if the amounts
of such assessments are being protested or are otherwise unresolved,
whether contingencies for increased tax liabilities are properly
accounted for and disclosed in conformity with Financial Accounting
Standards Board (FASB) Statement of Financial Accounting Standards
No. 5, Accounting for Contingencies.

Audit Issues
Information About Major Repairs and Replacements
The AICPA Audit and Accounting Guide Common Interest Realty
Associations (CIRA Guide) requires CIRAs to disclose certain
unaudited supplementary information about future major repairs and
replacements. Some CIRAs have elected not to comply with that
requirement, and their auditors have therefore added explanatory
paragraphs to the auditor's report referring to the omission of that
information, in conformity with paragraph 7.39 of the CIRA Guide.
Among the reasons some CIRAs have elected not to include that
unaudited supplementary information is that they believe the cost of
providing that information exceeds the benefits. Auditors may want to
remind their clients that that information need not be obtained from
professional engineers. Estimates made by the board of directors or
obtained from licensed contractors may be satisfactory, as discussed in
paragraphs 3.06 and 3.07 of the CIRA Guide.

Assessments and Collections
In light of the industry and economic conditions discussed, pastdue-assessment receivable balances of many CIRAs continue to
increase. As a result, many CIRAs have entered into agreements with
unit owners with past-due-assessment balances to establish or modify
payment terms for past-due assessments. Auditors should consider
whether increases in assessment-receivable balances are indicative of
collectibility problems and should evaluate the ability of the CIRA to
collect those balances. Generally, the existence of a formal or informal
agreement is in itself not sufficient evidential matter to support the col
lectibility of the receivable.
Historically, some CIRAs have expected that if unit owners failed to
pay their assessments the CIRAs would be able to collect such assess
ments by filing liens against the units. However, CIRAs may not be able
to enforce liens in some circumstances and, in other circumstances,
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amounts realized from liens may be insufficient to satisfy balances due.
(Cooperatives generally have priority liens and stand a better chance of
collecting unpaid assessments than do other CIRAs.) Often, either
there is little or no equity remaining in units after settlement with tax
authorities and secured creditors with priority liens, or the costs to
collect exceed the charges assessed. In many foreclosure or collection
cases, CIRAs have ended up with only a fraction of the lien amount,
if any. Some states have passed legislation that gives priority to a por
tion of a CIRA's lien for assessments. In evaluating the collectibility
of liens, auditors should consider the status of a CIRAs claims relative
to other creditors.
Other factors that may be relevant to the auditor's evaluation of the
ability of a CIRA to collect liens include history of collection, intent and
ability to enforce the lien, and the underlying value of the units.

Reserve Funds
One of a CIRA's primary duties is to maintain and preserve its com
mon property. CIRAs may fund the cost of such maintenance and
preservation by assessing owners as funds are needed or by budgeting
for the anticipated costs over an extended period and collecting assess
ments from owners regularly over those periods. Amounts collected
are generally recorded as reserve funds until they are needed. Some
CIRAs are required by state statutes, by their own governing docu
ments or regulatory requirements, or by debt covenants to maintain
minimum balances in reserve funds.
Generally, continued decline in interest rates has resulted in lower
returns on amounts held for investment in reserve funds. Additionally,
the recession has made unit owners more sensitive to increased carry
ing charges, resulting in a tendency by some CIRAs to forego some
assessments for future repairs and replacements.
As a result, some CIRAs, such as those that have suffered extensive
damage as a result of recent natural disasters, may be underfunded for
future repairs and replacements and may be in violation of their own
funding policies or debt covenants, or in violation of the state statutes
that set forth funding requirements. Some CIRAs may also be violating
their governing documents or state statutes by using reserve funds to
finance current operations.
A CIRA's compliance with governing documents or state statutes
concerning funding for future repairs and replacements and the status
of such funding are required financial statement disclosures for CIRAs.
Auditors should consider the factors in the previous two paragraphs
when evaluating the adequacy of the CIRA's financial statement dis
closures about funding for future major repairs and replacements, as
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well as disclosures about violations of debt covenants. Furthermore,
noncompliance with state statutes may be an illegal act, as described in
SAS No. 54. Auditors should refer to SAS No. 54 for auditing guidance
concerning illegal acts.

Going Concern Issues
Decreased cash flows resulting from uncollected carrying charges,
generally lower investment returns, extensive damage from natural
disasters, and lost rental income from commercial units, as well as
underfunding for future repairs and replacements, ownership of units
by sponsors and financial institutions, and the inability to obtain
financing may continue to raise substantial doubt about a CIRA's ability
to continue as a going concern. Auditors should consider these factors
in applying SAS No. 59 and should evaluate whether these factors
indicate there is a substantial doubt about the CIRA's ability to continue
as a going concern. Understanding and evaluating these factors
requires a general understanding of the entity's business and the cur
rent economic conditions in which the entity is operating.

Transactions With Related Parties
FASB Statement No. 57, Related Party Disclosures, establishes require
ments for the disclosure of related-party transactions. In the CIRA
environment, sponsors and financial institutions sometimes meet the
definition of related parties set forth in FASB Statement No. 57. Audi
tors should consider whether increases in ownership by sponsors and
financial institutions precipitate relationships that establish related
parties as defined in FASB Statement No. 57.
SAS No. 45, Omnibus Statement on Auditing Standards—1983 (AICPA,
Professional Standards, vol. 1, AU sec. 334), provides guidance on proce
dures that auditors should consider to identify related-party relation
ships and transactions and to satisfy themselves about the required
accounting for and disclosure of such transactions.

Significant Sources of Revenue
If 10 percent or more of a CIRA's revenues are derived from any one
source, paragraph 4.24 of the Guide requires that fact and the amount
of revenue from each source to be disclosed. Auditors should consider
whether increases in ownership by sponsors and financial institutions
precipitate circumstances that require that disclosure.

12

Loss of Tax-Exempt Status
In some cases, sponsor defaults have led to CIRAs taking ownership
of shares previously owned by sponsors. In many cases, those CIRAs
derive rental income from those units. Section 216 of the Internal Reve
nue Code states that no more than 20 percent of a cooperative's total
gross income can be derived from other than tenant-shareholders.
Auditors should consider whether increases in rental income have
resulted in potential loss of tax-exempt status and whether financial
statement disclosures concerning that are adequate.

Internal Control Structure Considerations
Continued increased ownership by sponsors and financial institu
tions, increased awareness of litigation and the potential for personal
liability, and personal job pressures continue to result in a decrease in
some CIRAs' ability to find qualified officers, directors, and other
volunteers willing to serve the CIRA.
Additionally, the portion of CIRAs managed by small, and fre
quently inexperienced, m anagem ent com panies continues to
increase. Also, some smaller CIRAs continue to elect self-management
as a cost-saving measure.
Therefore, some CIRAs are managed by individuals who may be
unqualified or who may not make the necessary time commitment, or
both. SAS No. 55, Consideration of the Internal Control Structure in a Finan
cial Statement Audit (AICPA, Professional Standards, vol. 1, AU sec. 319),
requires auditors to obtain an understanding of an entity's internal con
trol structure. Auditors should consider the impact these factors may
have on their consideration of the CIRA's internal control structure,
particularly the control environment.

Compilation and Review Developments
The CIRA Guide requires CIRAs to disclose certain supplementary
information outside of the basic financial statements. This requirement
also applies to CIRAs whose financial statements are compiled or
reviewed in accordance with Statements on Standards for Accounting
and Review Services (SSARSs). Paragraph 43 of SSARS No. 1, Compila
tion and Review of Financial Statements (AICPA, Professional Standards,
vol. 2, AR sec. 100), describes the accountant's responsibility when the
financial statements are accompanied by information voluntarily
presented for supplementary analysis purposes; however, SSARSs
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do not address the accountant's responsibility when the financial
statements are accompanied by required supplementary information.
AICPA Statement of Position (SOP) 93-5, Reporting on Required Sup
plementary Information Accompanying Compiled or Reviewed Financial
Statements of Common Interest Realty Associations, amends chapter 8 of
the CIRA Guide by providing accountants with performance and
reporting requirements when required supplementary information
accompanies the basic financial statements in a compilation or review
engagement. The SOP is effective for compilations and reviews of
financial statements for periods ending on or after December 1 5 , 1993.
The S O P • Requires that accountants, at a minimum, compile the required
supplementary information accompanying compiled or reviewed
financial statements.
• Specifies the procedures that should be performed when compil
ing the required supplementary information.
• Specifies the elements to be included in a report on required sup
plementary information accompanying compiled or reviewed
financial information.

Other Sources of Information
Organizations such as the following may be able to provide auditors
with additional information about CIRAs.
Community Associations Institute
1630 Duke St
Alexandria, VA 22314
(703) 548-8600
National Association of Housing Cooperatives
1614 King St
Alexandria, VA. 22314
(703) 549-5201

* *

*

*

This Audit Risk Alert replaces Common Interest Realty Associations
Industry Developments—1992.

* * * *
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Practitioners should also be aware of the economic, regulatory, and
professional developments in Audit Risk Alert—2993 and Compilation
and Review Alert—1993, which may be obtained by calling the AICPA
Order Department at the number below and asking for product num
ber 022099 (audit) or 060666 (compilation and review).
Copies of AICPA publications referred to in this document may be
obtained by calling the AICPA Order Department at (800) TO-AICPA.
Copies of FASB publications referred to in this document can be
obtained directly from the FASB by calling the FASB Order Department
at (203) 847-0700, ext. 10.
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